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the property if there had been a com-
plete liquidation at the time of such
distribution bears to the total gain
which would have resulted from such
complete liquidation.

(3) Gain may be attributable to the
property referred to in section 341(b)(1)
even though such gain is represented
by an appreciation in the value of prop-
erty other than that manufactured,
constructed, produced, or purchased.
Where, for example, a corporation owns
a tract of land and the development of
one-half of the tract increases the
value of the other half, the gain attrib-
utable to the developed half of the
tract includes the increase in the value
of the other half.

(4) The following example will illus-
trate the application of the 70 percent
rule:

Example: On January 2, 1954, A formed the
Z Corporation and contributed $1,000,000 cash
in exchange for all of the stock thereof. The
Z Corporation invested $400,000 in one project
for the purpose of building and selling resi-
dential houses. As of December 31, 1954, the
residential houses in this project were all
sold, resulting in a profit of $100,000 (after
taxes). Simultaneously with the develop-
ment of the first project and in connection
with a second and separate project the Z Cor-
poration invested $600,000 in land for the pur-
pose of subdividing such land into lots suit-
able for sale as home sites and distributing
such lots in liquidation before the realiza-
tion by the corporation of a substantial part
of the taxable income to be realized from
this second project. As of December 31, 1954,
Corporation Z had derived $60,000 in profits
(after taxes) from the sale of some of the
lots. On January 2, 1955, the Z Corporation
made a distribution in complete liquidation
to shareholder A who received:

(i) $560,000 in cash and notes, and

(ii) Lots having a fair market value of
$940,000.

The gain recognized to shareholder A upon
the liquidation is $500,000 ($1,500,000 minus
$1,000,000). The gain which would have been
recognized to A if the second project had not
been undertaken is $100,000 ($1,100,000 minus
$1,000,000). Therefore, the gain attributable
to the second project which is property re-
ferred to in section 341(b)(1), is $400,000
($500,000 minus $100,000). Since this gain
($400,000) is more than 70 percent of the en-
tire gain ($500,000) recognized to A on the lig-
uidation, the entire gain so recognized is
gain subject to section 341(a).

(d) Three-year rule. This section shall
not apply to that portion of the gain of
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a shareholder that is realized more
than three years after the actual com-
pletion of the manufacture, construc-
tion, production, or purchase of the
property referred to in section 341(b)(1)
to which such portion is attributable.
However, if the actual completion of
the manufacture, construction, produc-
tion, or purchase of all of such prop-
erty occurred more than 3 years before
the date on which the gain is realized,
this section shall not apply to any part
of the gain realized.

[T.D. 6500, 25 FR 11607, Nov. 26, 1960, as
amended by T.D. 6738, 29 FR 7671, June 16,
1964; T.D. 7728, 45 FR 72650, Nov. 3, 1980]

§1.341-5 Application of section.

(a) Whether or not a corporation is a
collapsible corporation shall be deter-
mined under the regulations of §§1.341-
2 and 1.341-3 on the basis of all the
facts and circumstances in each par-
ticular case. The following paragraphs
of this section set forth those facts
which will ordinarily be considered suf-
ficient to establish that a corporation
is or is not a collapsible corporation.
The facts set forth in the following
paragraphs of this section are not ex-
clusive of other facts which may be
controlling in any particular case. For
example, if the facts in paragraph (b) of
this section, but not the facts in para-
graph (c) of this section, are present,
the corporation may nevertheless not
be a collapsible corporation if there are
other facts which clearly establish that
the regulations of §§1.341-2 and 1.341-3
are not satisfied. Similarly, if the facts
in paragraph (c) of this section are
present, the corporation may neverthe-
less be a collapsible corporation if
there are other facts which clearly es-
tablish that the corporation was
formed or availed of in the manner de-
scribed in §§1.341-2 and 1.341-3 or if the
facts in paragraph (c) of this section
are not significant by reason of other
facts, such as the fact that the corpora-
tion is subject to the control of persons
other than those who were in control
immediately prior to the manufacture,
construction, production, or purchase
of the property. See §1.341-4 for provi-
sions which make section 341 inapplica-
ble to certain shareholders of collaps-
ible corporations.
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(b) The following facts will ordinarily
be considered sufficient (except as oth-
erwise provided in paragraph (a) of this
section and paragraph (c) of this sec-
tion) to establish that a corporation is
a collapsible corporation:

(1) A shareholder of the corporation
sells or exchanges his stock, or receives
a liquidating distribution, or a dis-
tribution described in section
301(c)(3)(A),

(2) Upon such sale, exchange, or dis-
tribution, such shareholder realizes
gain attributable to the property de-
scribed in subparagraphs (4) and (5) of
this paragraph, and

(3) At the time of the manufacture,

construction, production, or purchase
of the property described in subpara-
graphs (4) and (5) of this paragraph,
such activity was substantial in rela-
tion to the other activities of the cor-
poration which manufactured, con-
structed, produced, or purchased such
property.
The property referred to in subpara-
graphs (2) and (3) of this paragraph is
that property or the aggregate of those
properties which meet the following
two requirements:

(4) The property is manufactured,
constructed, or produced by the cor-
poration or by another corporation
stock of which is held by the corpora-
tion, or is property purchased by the
corporation or by such other corpora-
tion which (in the hands of the cor-
poration holding such property) is
property described in section 341(b)(3),
and

(5) At the time of the sale, exchange,
or distribution described in subpara-
graph (1) of this paragraph, the cor-
poration which manufactured, con-
structed, produced, or purchased such
property has not realized a substantial
part of the taxable income to be de-
rived from such property.

In the case of property which is a unit
of an integrated project involving sev-
eral properties similar in kind, the
rules of this subparagraph shall be ap-
plied to the aggregate of the properties
constituting the single project rather
than separately to such unit. Under the
rules of this subparagraph, a corpora-
tion shall be considered a collapsible
corporation by reason of holding stock
in other corporations which manufac-
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tured, constructed, produced, or pur-
chased the property only if the activity
of the corporation in holding stock in
such other corporations is substantial
in relation to the other activities of
the corporation.

(c) The absence of any of the facts set
forth in paragraph (b) of this section or
the presence of the following facts will
ordinarily be considered sufficient (ex-
cept as otherwise provided in para-
graph (a) of this section) to establish
that a corporation is not a collapsible
corporation:

(1) In the case of a corporation sub-
ject to paragraph (b) of this section
only by reason of the manufacture,
construction, production, or purchase
(either by the corporation or by an-
other corporation the stock of which is
held by the corporation) of property
which is property described in section
341(b)(3)(A) and (B), the amount (both
in quantity and value) of such property
is not in excess of the amount which is
normal—

(i) For the purpose of the business ac-
tivities of the corporation which manu-
factured, constructed, produced, or
purchased the property if such corpora-
tion has a substantial prior business
history involving the use of such prop-
erty and continues in business, or

(i) For the purpose of an orderly lig-
uidation of the business if the corpora-
tion which manufactured, constructed,
produced, or purchased such property
has a substantial prior business history
involving the use of such property and
is in the process of liquidation.

(2) In the case of a corporation sub-
ject to paragraph (b) of this section
with respect to the manufacture, con-
struction, or production (either by the
corporation or by another corporation
the stock of which is held by the cor-
poration) of property, the amount of
the unrealized taxable income from
such property is not substantial in re-
lation to the amount of the taxable in-
come realized (after the completion of
a material part of such manufacture,
construction, or production, and prior
to the sale, exchange, or distribution
referred to in paragraph (b)(1) of this
section) from such property and from
other property manufactured, con-
structed, or produced by the corpora-
tion.
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(d) The following examples will illus-
trate the application of this section:

Example (1). (i) On January 2, 1954, A
formed the W Corporation and contributed
$50,000 cash in exchange for all of the stock
thereof. The W Corporation borrowed $900,000
from a bank and used $800,000 of such sum in
the construction of an apartment house on
land which it purchased for $50,000. The
apartment house was completed on Decem-
ber 31, 1954. On December 31, 1954, the cor-
poration, having determined that the fair
market value of the apartment house, sepa-
rate and apart from the land, was $900,000,
made a distribution (permitted under the ap-
plicable State law) to A of $100,000. At this
time, the fair market value of the land was
$50,000. As of December 31, 1954, the corpora-
tion has not realized any earnings and prof-
its. In 1955, the corporation began the oper-
ation of the apartment house and received
rentals therefrom. The corporation has since
continued to own and operate the building.
The corporation reported on the basis of the
calendar year and cash receipts and disburse-
ments.

(ii) Since A received a distribution and re-
alized a gain attributable to the building
constructed by the corporation, since, at the
time of such distribution, the corporation
has not realized a substantial part of the
taxable income to be derived from such
building, and since the construction of the
building was a substantial activity of the
corporation, the W Corporation is considered
a collapsible corporation under paragraph (b)
of §1.341-5. The provisions of section 341(d) do
not prohibit the application of section 341(a).
Therefore, the distribution, if and to the ex-
tent that it may be considered long-term
capital gain rather than ordinary income
without regard to section 341, will be consid-
ered ordinary income under section 341(a).

(iii) In the event of the existence of addi-
tional facts and circumstances in the above
case, the corporation, notwithstanding the
above facts, might not be considered a col-
lapsible corporation. See §1.342-2 and para-
graph (a) of §1.341-5.

Example (2). (i) On January 2, 1954, B
formed X Corporation and became its sole
shareholder. In August 1954, the corporation
completed construction of an office building.
It immediately sold this building at a gain of
$50,000, included this entire gain in its return
for 1954, and distributed this entire gain (less
taxes) to B. In June 1955, the corporation
completed construction of a second office
building. In August 1955, B sold the entire
stock of X Corporation at a gain of $12,000,
which gain is attributable to the second
building.

(ii) X Corporation is a collapsible corpora-
tion under section 341(b) for the following
reasons: The gain realized through the sale
of the stock of X Corporation was attrib-
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utable to the second office building; the con-
struction of that building was a substantial
activity of X Corporation during the time of
construction and, at the time of sale, the
corporation had not realized a substantial
part of the taxable income to be derived from
such building. Since the provisions of section
341(d) do not prohibit the application of sec-
tion 341 (a) to B, the gain of $12,000 to B is,
accordingly, considered ordinary income.
Example (3). The facts are the same as in
Example (2), except that the following facts
are shown: B was the president of the X Cor-
poration and active in the conduct of its
business. The second building was con-
structed as the first step in a project of the
X Corporation for the development for rental
purposes of a large suburban center involv-
ing the construction of several buildings by
the corporation. The sale of the stock by B
was caused by his retiring from all business
activity as a result of illness arising after
the second building was constructed. Under
these additional facts, the corporation is not

considered a collapsible corporation. See
§1.341-2 and paragraph (a) of §1.341-5.
Example (4). (i) On January 2, 1948, C

formed the Y Corporation and became the
sole shareholder thereof. The Y Corporation
has been engaged solely in the business of
producing motion pictures and licensing
their exhibition. On January 2, 1955, C sold
all of the stock of the Y Corporation at a
gain. The Y Corporation has produced one
motion picture each year since its organiza-
tion and before January 2, 1955, it has real-
ized a substantial part of the taxable income
to be derived from each of its motion pic-
tures except the last one made in 1954. This
last motion picture was completed Septem-
ber 1, 1954. As of January 2, 1955, no license
had been made for its exhibition. The fair
market value on January 2, 1955, of this last
motion picture exceeds the cost of its pro-
duction by $50,000. A material part of the
production of this last picture was completed
on January 1, 1954, and between that date
and January 2, 1955, the corporation had re-
alized taxable income of $500,000 from other
motion pictures produced by it. The corpora-
tion has consistently distributed to its
shareholder its taxable income when re-
ceived (after adjustment for taxes).

(ii) Although the corporation is within
paragraph (b) of this section with respect to
the production of property, the amount of
the unrealized income from such property
($50,000) is not substantial in relation to the
amount of the income realized, after the
completion of a material part of the produc-
tion of such property and prior to sale of the
stock, from such property and other prop-
erty produced by the corporation ($500,000).
Accordingly, the Y Corporation is within
paragraph (c)(2) of this section, and is not
considered a collapsible corporation.
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Example (5). The facts are the same as in
Example (4) except that C sold all of his stock
to D on February 1, 1954. On January 2, 1955,
D sold all of the Y Corporation stock at a
gain, the gain being attributable to the pic-
ture completed September 1, 1954, and not re-
leased by the corporation for exhibition. In
view of the change of control of the corpora-
tion, the provisions of paragraph (c)(2) of
this section are not significant at the time of
the sale by D, and the Y Corporation would
be considered a collapsible corporation on
January 2, 1955. See §1.341-2 and paragraph
(a) of §1.341-5.

§1.341-6 Exceptions to application of
section.

(@) In general—(1) Transactions ex-
cepted. Section 341(e) excepts 4 types of
transactions from the application of
the collapsible corporation provisions.
These exceptions, where applicable,
eliminate the necessity of determining
whether a corporation is a collapsible
corporation within the meaning of sec-
tion 341(b) or whether any of the limi-
tations of section 341(d) are applicable.
Under section 341(e)(1) and (2), there
are 2 exceptions which are designed to
allow the shareholders of a corporation
either to sell or exchange their stock
or to receive distributions in certain
complete liquidations without having
any gain considered under section
341(a)(1) or (2) as gain from the sale or
exchange of property which is not a
capital asset. Under section 341(e)(3), a
third exception is designed to permit
the shareholders of a corporation to
make use of section 333, relating to
elections as to recognition of gain in
certain complete liquidations occur-
ring within one calendar month. Under
section 341(e)(4), the fourth exception
permits a corporation to make use of
section 337, relating to nonrecognition
of gain or loss on sales or exchanges of
property by a corporation following the
adoption of a plan of complete liquida-
tion. Section 341(e) does not apply to
distributions in partial liquidation or
in redemption of stock (other than any
such distribution pursuant to a plan of
complete liquidation), or to distribu-
tions described in section 301(c)(3)(A).

(2) Effective date. The exceptions in
section 341(e)(1), (2), and (3) apply only
with respect to taxable years of share-
holders beginning after December 31,
1957, and only with respect to sales or
exchanges of stock and distributions of
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property occurring after September 2,
1958. The exception in section 341(e)(4)
applies only with respect to taxable
years of corporations beginning after
December 31, 1957, and only if all sales
or exchanges of property, and all lig-
uidating distributions, made by the
corporation under the plan of complete
liquidation occur after September 2,
1958.

(3) Definition of constructive share-
holder and attribution rules. (i) For pur-
poses of this section, the term construc-
tive shareholder means a person who
does not actually own any stock but
who is considered to own stock by rea-
son of the application of subdivision
(ii) of this subparagraph.

(ii) For purposes of this section
(other than paragraph (k), relating to
definition of related person) a person
shall be considered to own the stock he
actually owns plus any stock which is
attributed to him by reason of applying
the rules prescribed in paragraph (b)(2)
and (3) of §81.341-4. See section
341(e)(10).

(iii) As an example of this subpara-
graph, if a husband does not actually
own any stock in a corporation but his
wife is the actual owner of 5 shares in
the corporation, then the husband is a
constructive shareholder who is consid-
ered to own 5 shares in the corporation.

(4) General corporate test. No excep-
tion provided in section 341(e) applies
unless a general corporate test and,
where applicable, a specific shareholder
test are satisfied. Under the general
corporate test no taxpayer may utilize
the provisions of section 341(e) unless
the net increase in value (called ‘“‘net
unrealized appreciation’’) in the cor-
poration’s ‘“‘subsection (e) assets’’ does
not exceed 15 percent of the corpora-
tion’s net worth. Subsection (e) assets
are, in general, those assets of the cor-
poration which, if sold at a gain by the
corporation or by any actual or con-
structive shareholder who is considered
to own more than 20 percent in value of
the outstanding stock, would result in
the realization of ordinary income. See
paragraph (b) of this section for the
definition of subsection (e) assets, and
paragraph (h) of this section for defini-
tion of net unrealized appreciation.
This subparagraph may be illustrated
by the following examples:
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